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MEMORANDUM FI NDI NGS OF FACT AND CPI NI ON

RUVWE, Judge: Respondent determ ned a deficiency of

$2,229,350 in petitioner’s Federal gift tax for 1987. The issue
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for decision is whether a transaction in which Mary D. Maggos’
shares of stock in a fam|ly-owned conpany were redeened
constitutes a taxable gift by Mary D. Maggos for purposes of
section 2512.1
FI NDI NGS OF FACT

Sone of the facts have been stipulated and are so found.
The original petition in this case was filed on behalf of Mary D.
Maggos, who at the tine resided in Honolulu, Hawaii. Mary D.
Maggos (decedent) died on Septenber 3, 1996, at the age of 89.

During 1987, Pepsi-Cola Alton Bottling, Inc. (PCAB), was an
I1linois corporation engaged in the business of operating a
Pepsi -Col a bottling franchise in southwestern Illinois
(hereinafter the franchise). The franchise was initially
acquired in 1936 by decedent’s husband, Gust Maggos. The
franchi se was subsequently incorporated as PCAB. Until his death
in June 1954, CGust Maggos supervi sed and directed the business
affairs of PCAB on a day-to-day basis. During the course of
their marriage, Gust and decedent had two children, N kita Maggos
and Catherine M Adkins. Subsequent to Gust Maggos’ death,

Ni kita Maggos assuned control of the business on a day-to-day

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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basis. Fromthe tinme PCAB was incorporated until My 1, 1987
decedent was a nenber of the board of directors of PCAB

On July 28, 1960, all outstanding shares in PCAB were
di vi ded bet ween decedent, who held 567 shares, and N kita Maggos,
who held 433 shares. On July 29, 1960, decedent and N kita
Maggos entered into a witten “Declaration of Trust”, and
decedent conveyed her 567 PCAB shares and certain real property
located in Illinois into the trust. As a consequence of
decedent’ s conveyance of her shares to the trust, PCAB cancel ed
stock certificates representing decedent’s personal ownership of
the 567 PCAB shares and issued new certificates for those shares
to Ni kita Maggos and decedent as cotrustees of the trust.

Under the witten terns of the trust, decedent and N kita
Maggos were cotrustees and had the follow ng rights and
beneficial interests: Decedent had a right to the net inconme of
the trust during her life and had a Iimted power of appointnent
over the beneficial shares of the remainder interests anong the
named residual beneficiaries. The corpus of the trust could be
i nvaded for the care, confort, nedical attention, support,
mai nt enance, or education of decedent, at the discretion of the
trustees. Unless the trust was anended, Ni kita Maggos, if he
survi ved decedent, was entitled to the corpus of the trust upon
decedent’ s death. As cotrustees, decedent and N kita Maggos

could jointly, in their sole discretion, revoke or anend the
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terms of the trust. The trustees had the power to vote any stock
or other voting securities held in the trust. |In case of death,
resignation, refusal, renmoval, or inability to act of either of
the trustees, the remaining trustee was to act as sole trustee.

Redenpti on Transacti on

In 1987, after discussions between decedent and Nikita
Maggos, attorneys for N kita Maggos and PCAB prepared docunents
whi ch effected the transaction at issue in this case. Al
docunents that were prepared to effect the transaction were
executed together as part of an integrated transaction. Pursuant
to the above-nenti oned docunents, N kita Maggos and decedent, as
cotrustees, transferred 567 PCAB shares fromthe trust to
decedent (in her individual capacity) on May 1, 1987. PCAB then
redeened the 567 PCAB shares from decedent. Decedent received
the redenption price fromPCAB in the formof a prom ssory note
with a $3 mllion face anbunt and a 10-year maturity. The note
provided for interest to be paid annually at a rate of 8 percent
per annum and principal to be repaid in a single balloon paynent
at maturity. As a result of the redenption transaction, N kita

Maggos becane the sol e owner of PCAB.?2

2The redenption was subject to a pledge agreenent that acted
as a security for the performance of the prom ssory note.
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Decedent was represented by independent and experienced
counsel in the transaction.® The redenption transaction was
designed to be an “estate freeze”. The purpose of an estate
freeze, to mnimze estate taxes, was expl ained to decedent by
her counsel before the redenption. The redenption price of $3
mllion was determ ned in part because N kita Maggos’ attorney
beli eved they could support such a valuation for gift tax
purposes.* |In part, the price was determ ned by the anmount
Ni ki ta Maggos thought he could afford. Decedent and N kita
Maggos did not negotiate the redenption price. Neither N kita
Maggos nor decedent sought a formal valuation of the conpany
prior to the redenption. However, in January 1987, N kita
Maggos’ accountants wote to Robert T. Shircliff & Associ ates,
Inc. (Shircliff & Associates), requesting that Shircliff &
Associ ates review the draft financial results of PCAB to Cctober
31, 1986, so that they could advise N kita on the val ue of PCAB
The purpose of obtaining the valuation was for estate planning.
Shircliff & Associates were in the business of consulting with
Pepsi bottlers and acting as business brokers in the purchase and
sale of Pepsi bottling franchises. Shircliff & Associates

prepared a prelimnary valuation of PCAB s busi ness based in part

%Decedent’s attorney was Robert Hite.

“Ni ki ta Maggos’ attorney was Victor Bezman, a partner in the
firmof Katten Michin & Zavis.
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on a conplete valuation of the business that Shircliff &
Associ ates had conducted in 1983 and on the recent draft
financial information that had been provided. Shircliff &
Associates forned the view that the business as a whol e could be
sold for between $9, 764, 144 and $13, 169, 366.°
Pl eadi ngs

The initial petition alleges in relevant part:

The Conmm ssioner erred by determning that the common

stock of Pepsi-Cola Alton Bottling, Inc. owned by the

Petitioner had a fair market val ue of $8, 056, 000. 00 as
of May 1, 1987. [Enphasis added. ]

Petitioner’s anended petition alleges:

4. The determnation of gift tax set forth in the
Notice of Deficiency is based of the follow ng errors:

(a) The Respondent erred by determ ning that
a deficiency in gift tax of $2,229,350 is due fromthe
Petitioner for the year ended Decenber 31, 1987.

(b) The Respondent erred by determ ning an
i ncrease of $5,056,000 in taxable gifts.

(c) The Respondent erred by determ ning that
the total amount of taxable gifts is $5,057, 000.

(d) The Respondent erred by determ ning the
tax on total taxable gifts is $2,422, 150.

(e) The Respondent erred by determ ning that
the redenption of the Petitioner’s stock of Pepsi-Cola
Alton Bottling, Inc. (“PCAB") was a gift since the
redenption was fraudulently induced and resulted in
Petitioner being swi ndled out of the full value of her
PCAB st ock.

(f) The Respondent erred by determ ning that
the redenption of the Petitioner’s PCAB stock was a
gift since the redenption constituted a bona fide,
arnms-l ength transaction which proved to be a bad
bargain for the Petitioner.

This was based on a range of val ues between $5.19 and $7
per case tinmes 1,881,338 cases sold. The val uation worksheet
al so shows a total valuation of $10, 061, 000.
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(g) The Respondent erred in treating the
redenption of the stock of PCAB owned by the Petitioner

as a gift since the redenption was free of donative
i ntent.

(h) The Respondent erred by determ ning that
the redenption of the Petitioner’s PCAB stock was a
gift since the fraudul ent inducenent described in
subpar agraph (e) constituted a theft of the
Petitioner’s PCAB stock.

(1) The Respondent erred by determ ning that
the stock of PCAB owned by the Petitioner had a fair
mar ket val ue of $8,056,000 as of May 1, 1987.

(J) The Respondent erred by determ ning that
the transfer of the stock of PCAB owned by the
Petitioner was for |ess than adequate and ful
consi derati on.

(k) The Respondent erred by determ ning that
the Petitioner made a gift of $5,056,000 to Nick
Maggos.

5. The facts upon which the Petitioner relies as

a basis of her case are as foll ows:

* * * * * * *

(b) At all relevant tinmes herein prior to
May of 1987, the Petitioner was the owner and/or
beneficial owner of approxinmately 56.7% of the stock of
PCAB, while N ck Maggos (“Nick”), the Petitioner’s only
son, was the owner and/or beneficial owner of all of
the remai ning i ssued and out standi ng stock of PCAB
[ Enphasi s added. ]

Respondent’ s answer to the anended petition admtted
paragraph 5(b) of petitioner’s anmended petition.

Pretrial Order of July 15, 1997

The Court issued the following pretrial order:
For cause, it is

ORDERED t hat each of the parties shall file no
| ater than Septenber 15, 1997, a nenorandum setting
forth--

(1) (a) The issues of fact (including any
i ssues subsidiary to ultimte issues) and (b) the
i ssues of law (including any issues subsidiary to
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ultimate issues) to be resolved by the Court. Such

i ssues should be set forth in sufficient detail to
enable the Court to decide the case in its entirety by
addressi ng each of the issues |isted.

(2) A clear, conplete, and concise
exposition of each party’s position and the theory
underlying that position with respect to each of the
i ssues that are set forth pursuant to (1) above. In
this regard each party shall include a statenent in
narrative formof what each party expects to prove.

It is further

ORDERED t hat the statenent of issues set forth
pursuant to (1) above shall control the adm ssibility
of evidence at trial and evidence offered at trial wll
[ be] deened irrelevant unless it pertains to one or
nore of the issues set forth pursuant to (1) above. It
is further

ORDERED that neither party will be allowed to
advance a position or theory underlying that position
wth respect to any of the issues set forth pursuant to
(1) above that is different fromthe positions or
theories set forth pursuant to (2) above. [Enphasis
added. ]

Petitioner’s Anended Menorandum of | ssues

Petitioner’s menorandumfiled in response to the Court’s
order states the follow ng factual basis for asserting petitioner
is not liable for the gift tax assessed:

The redenption transaction does not constitute a
taxable gift because the transaction was the result of
a theft procured by fraud. Petitioner intends to
prove: (1) a lack of donative intent on the part of
Petitioner; (2) actual and/or constructive fraud on the
part of N kita; and alternatively (3) the redenption
was a bad business bargain; and in the further
alternative, (4) the value of the stock on the date of
the redenption ($3 mllion) was equal to fair market

val ue.

As issues of law, petitioner states:



1. Theft.
The redenption constituted a theft under state | aw

* * %

2. Fraud.

No gift was nmade because Petitioner was sw ndled. * * *
3. M st ake.

Under Hawaii law, a party to a contract may rescind a

contract on the basis of unilateral m stake. * * *

4. Bad Busi ness Bargain.

A transaction entered into in the ordinary course of
business will be considered as nmade for full and
adequat e consideration in noney or noney’'s worth. * * *
Since the redenption was entered into in the ordinary
course, there was no gift. Moreover, the fact that a
famlial relationship existed between Petitioner and

t he buyer does not preclude the defense of a bad

busi ness bargain. [Ctations Ontted.]

Petitioner’s nenorandum concl udes:

Petitioner intends to prove that the redenption
was a theft procured by fraud, that she | acked donative
intent and the transaction nust be rescinded on the
basis of m stake. Alternatively, the redenption was a
bad busi ness bargain. As a further alternative theory,
Petitioner will prove that the fair market value of the
stock was $3 mllion on the date of redenption. Under
either theory, no gift tax is owed.

Respondent’ s Menorandum of | ssues

fact:

Respondent’ s nenorandum sets out the follow ng i ssues of

1. Wether the redenption of Petitioner’s 56.7%
interest in Pepsi-Cola Alton Bottling, Inc. (PCAB) on
May 1, 1987, for $3, 000, 000, payable by way of a 10-
year prom ssory note (providing for nonthly paynents of
interest only at 8% for the entire 10-year tern)
constituted a taxable gift to her son, N kita Maggos
(Nikita), the owner of the remaining 43. 3% of PCAB

A.  \Whether the redenption of
Petitioner’s PCAB stock at a stated redenption
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price of $3,000,000 constituted a sale in the

ordi nary course of business (a transaction that
was bona fide, at armis length, and free from any
donative intent) within the neaning of Treas. Reg.
§ 25.2512-8.

B. Wuwether N kita, E. Lawence
Helm CPA (Helm and Victor Bezman, Esq.
(Bezman) engaged in a conspiracy to defraud
Petitioner in connection with the redenption
of her PCAB st ock.

C. Wiether the redenption of
Petitioner’s PCAB stock at a stated
redenption price of $3,000, 000 constituted a
bad busi ness bargain by Petitioner,
irrespective of whether she was defrauded by
Ni kita, Hel mand/ or Bezman.

2. Wether the fair market value of Petitioner’s
56. 7% interest in PCAB as of May 1, 1987, was
$3, 000, 000 (the stated redenption price), or was
$8, 056, 000 as determ ned by Respondent.

Cvil Litigation

In 1994, after receiving advice from her daughter, Catherine
Adki ns, decedent ceased her association with Robert Hite, her
attorney of many years, and retai ned new counsel .

Subsequent to retaining new counsel on May 31, 1994,
decedent disinherited her son, N kita Maggos. Based on advice
from new counsel, on August 23, 1994, decedent commenced suit in
the U S. District Court for the District of Hawaii against N kita
Maggos and PCAB (Civil No. 94-00649ACK) (the District Court
l[itigation). On August 17, 1995, decedent comenced suit in the

Crcuit Court of the First Crcuit of Hawaii agai nst Hel m Huber,
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Ring, Helm & Co.,® Bezman, and Katten Muchin & Zavis (Ci v. No.
95-2973-08). The circuit court litigation was renoved to the
Federal District Court in Hawaii (G vil No. 95-00784 SPK) and was
ultimately consolidated with the District Court litigation. In
the District Court litigation, decedent sought both damages and
the rescission of the redenption transaction based on a nunber of
clains asserted against N kita Maggos and PCAB, including common
| aw fraud, breach of fiduciary duty (against Nikita in his
capacity as a fiduciary being the president and a director of
PCAB and the decedent’s son), and breach of the Illinois Business
Corporation Act. Decedent also asserted simlar clains, as well
as professional mal practice clains, against Helm Huber, Ring,
Hel m & Co. (her former accountants), Bezman, and Katten Michin &
Zavis (N kita's, and PCAB s attorneys)

Petitioner’s attorneys requested Coopers & Lybrand to
determ ne the fair market value of a 100-percent and a 56. 7-
percent interest in PCAB. Coopers and Lybrand prepared an expert
report for the District Court litigation in support of
petitioner’s contention that decedent had been defrauded by
Ni kita Maggos. Coopers & Lybrand concluded that on May 1, 1987,
a 100-percent interest in PCAB was worth between $14 mllion and
$18 mllion and a 56.7-percent interest was worth between

$7, 144,200 and $9, 185,400. That study determ ned that the

The accountants whom N kita Maggos and PCAB enpl oyed.
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appropriate “marketability discount” that should be applied to
the value of a 56.7-percent interest was 10 percent. Petitioner
filed the Coopers & Lybrand report in the District Court
litigation on or about Decenber 10, 1996, in support of
decedent’ s assertion that her interest in PCAB was worth
substantially in excess of what she received in the May 1, 1987,
redenption. The District Court litigation was settled out of
court in early 1998.7
OPI NI ON
In May 1987, decedent and PCAB entered into a redenption
transaction designed to mnimze decedent’s estate and gift taxes
and to achi eve decedent’s other testanentary goals. The evidence
supporting this conclusion is explained nore fully later in this
opi ni on.
Respondent contends that PCAB redeened decedent’s shares in
PCAB for less than their fair market value, resulting in Nikita
Maggos’ owni ng 100 percent of PCAB. Respondent argues that this
transaction resulted in a gift to decedent’s son N kita Maggos

that is subject to gift tax. Respondent’s neasure of the gift is

"Pursuant to the terns of the settlenent, N kita Maggos paid
$1, 400, 000 and conveyed an apartnent in Honolulu, Hawaii, to the
Estate of Mary Maggos, and the Estate obtained a rel ease fromthe
countercl ains asserted by N kita Maggos. Petitioner also
obtained an indemity from Ni kita Maggos for any gift tax
l[tability that m ght be due as a result of the May 1, 1987,
redenpti on.
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the alleged difference between the fair market val ue of
decedent’ s stock and the redenption price.

Section 2501(a) provides for a tax on gifts by individuals.
Section 2512(a) provides that the value of a gift of property at
the date of the gift shall be considered the anount of the gift.
Section 2512(b) provides:

SEC. 2512(b). \Where property is transferred for

| ess than an adequate and full consideration in noney

or noney’s worth, then the anmount by which the val ue of

the property exceeded the val ue of the consideration

shal |l be deened a gift, and shall be included in

conputing the anmount of gifts made during the cal endar

year.

| f the value of the property given up by decedent exceeded
the value of the property she received, decedent nmade a gift for
the purposes of the Federal gift tax. The anobunt of any such
excess augnented the value of N kita Maggos’ conmmon stock in PCAB

and woul d be a taxable gift from decedent to Nikita. See Kincaid

v. United States, 682 F.2d 1220, 1224 (5th Cr. 1982); Tilton v.

Comm ssioner, 88 T.C. 590 (1987); sec. 25.2511-1(h)(1), Gft Tax

Regs. 8

8Sec. 25.2511-1(h)(1), Gft Tax Regs., provides:

(h) The follow ng are exanpl es of transactions
resulting in taxable gifts and in each case it is
assuned that the transfers were not nmade for an
adequate and full consideration in noney or noney’s
wor t h:

(1) Atransfer of property by a corporation to B
is agift to B fromthe stockhol ders of the
(continued. . .)
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Petitioner argues in the alternative: Decedent did not own
the 567 shares that were redeened in 1987 (ownership argunent);
the redenption transaction was not a conpleted gift in 1987
because a breach of fiduciary duty owed to decedent occurred or
decedent was defrauded and either or both events would entitle
decedent to rescind the transaction (inconplete gift argunent);
and, finally, the redenption price was either full and adequate
consideration for decedent’s interest in the 567 shares or
alternatively was a bad busi ness bargain.

Respondent argues that petitioner should be precluded from
raising or relying on the argunent that decedent was not the ful
beneficial owner of the redeened stock.

Petitioner’s counsel on brief now asserts:

Respondent’ s argunent rests on the erroneous beli ef

that the 567 PCAB shares redeened in 1987 were owned by

Mary Maggos. They were not. Mary Maggos neither owned

t hese 567 PCAB shares nor had power to exercise control
over the stock consistent with ownership. Rather, the

8. ..continued)

corporation. If B hinmself is a stockholder, the
transfer is a gift to himfromthe other stockhol ders
but only to the extent it exceeds B s own interest in
such amount as a shareholder. A transfer of property by
Bto a corporation generally represents qgifts by Bto
the other individual shareholders of the corporation to
the extent of their proportionate interests in the
corporation. However, there may be an exception to this
rule, such as a transfer nmade by an individual to a
charitable, public, political or simlar organization
whi ch may constitute a gift to the organization as a
single entity, depending upon the facts and
circunstances in the particular case. [Enphasis
added. ]
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Trust owned the 567 PCAB shares, and Mary Maggos nerely

had a life estate interest in the incone of the Trust

cor pus.

Respondent, with a great deal of justification, asks this
Court to preclude petitioner from arguing that decedent had only
alimted interest in the redeened PCAB shares. Respondent
argues that this is a new issue that petitioner is inproperly
raising for the first time on brief, and the Court should apply
the doctrine of judicial estoppel® to prevent petitioner’s taking
a position on the “ownership” of the PCAB shares that is
inconsistent wwth petitioner’s position in the District Court
[itigation.

Petitioner’s argunent that decedent had | ess than a ful
beneficial ownership interest in the 567 shares of PCAB common
stock is not nmentioned in the petition, anmended petition,
menmorandum filed in response to our pretrial order of July 15,
1997, or petitioner’s pretrial nmenorandumthat was submtted just
prior to trial. |In fact, petitioner’s pleadings and the pretrial
menor andum assert that decedent was “owner and/or beneficial
owner” of the PCAB shares. Petitioner took the sanme position in

the District Court litigation. W have no doubt that

The doctrine of judicial estoppel is also known as the
doctrine of preclusion of inconsistent positions. See Helfand v.

Gerson, 105 F.3d 530, 534 (9th CGr. 1997). In this opinion, for
conveni ence, we adopt the term “judicial estoppel” when referring
to the doctrine.
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petitioner’s counsel were aware that the pleadings and the
pretrial menmorandumin this case and the District Court
litigation were totally inconsistent with petitioner’s present
argunent that decedent had no ownership interest in the PCAB
shares. W al so have no doubt that had petitioner anended the
pl eadings in this case in order to take such a position, it would
have been prejudicial and possibly fatal to petitioner’s District
Court litigation.

We agree with respondent that petitioner first asserts the
ownershi p argurment on brief. Wile this Court is sel dom
inclined to consider an argunent raised for the first tinme on
brief, there is no absolute rule barring such consideration. As

we said in Ware v. Conmm ssioner, 92 T.C 1267, 1268 (1989), affd.

906 F.2d 62 (2d Cr. 1990):

The rule that a party may not raise a new i ssue on
brief is not absolute. Rather, it is founded upon the
exercise of judicial discretion in determ ning whether
consi derations of surprise and prejudice require that a
party be protected fromhaving to face a bel ated
confrontation which precludes or limts that party’s
opportunity to present pertinent evidence. * * *
[Ctations omtted.]

Every representation by petitioner, until the opening brief was
filed, had been that decedent was the owner or beneficial owner

of the redeened shares. The Court’s pretrial order of July 15,

O\WW¢ do not agree that petitioner’s “inconplete gift
argunent”, which is based on alternative grounds of fraud, theft,
and m stake, is a new argunent raised for the first tine on
brief.
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1997, required that each of the parties file a nmenorandum setting
forth:

(1) (a) The issues of fact (including any
i ssues subsidiary to ultimte issues) and (b) the
i ssues of law (including any issues subsidiary to
ultimate issues) to be resolved by the Court. * * *

(2) A clear, conplete, and concise
exposition of each party’s position and the theory
underlying that position with respect to each of the
i ssues that are set forth pursuant to (1) above. * * *

The order further stated:

ORDERED that neither party will be allowed to
advance a position or theory underlying that position
wth respect to any of the issues set forth pursuant to
(1) above that is different fromthe positions or
theories set forth pursuant to (2) above. [Enphasis
added. ]

Petitioner’s nmenorandumin response to our order lists theft,
fraud, m stake, and bad business bargain as the issues to be
tried. Petitioner’s counsel do not offer any justification for
their apparent disregard of the pretrial order. Respondent woul d
be prejudiced if we were to allow petitioner, contrary to our
previ ous order, to disclaimfull beneficial ownership of the

redeenmed shares for the first tine on posttrial brief.' For

1The Court’s order is set out in full supra pp. 7-8, and
the rel evant portions of petitioner’s anended nenorandum of
i ssues are set out supra pp. 8-9.

2n addition to petitioner’s pleadings and the
representation to the Court that decedent owned full benefici al
interest in 567 shares of PCAB, both decedent and her son treated
the stock as if it were decedent’s by having the trust transfer
the shares to her prior to the redenption.
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this reason, we refuse to allow petitioner to assert that
decedent had less than the full beneficial ownership of the
redeenmed shares.

The doctrine of judicial estoppel also supports our refusal
to allow petitioner to raise the issue of decedent’s ownership in
the redeened stock. Wiile the contours of the doctrine of
judicial estoppel are not yet fully settled, we have held that
the doctrine of judicial estoppel is available in the Tax Court.

See Huddl eston v. Comm ssioner, 100 T.C. 17 (1993).

In Helfand v. Gerson, 105 F.3d 530, 534 (9th Gr. 1997), the

Court of Appeals for the Ninth Crcuit summarized the doctrine,
stating:

“Judi ci al estoppel, sonetines also known as the
doctrine of preclusion of inconsistent positions,
precludes a party from gai ni ng an advant age by taki ng
one position, and then seeking a second advantage by
taking an inconpatible position.” Rissetto v. Plunbers
and Steanfitters Local 343, 94 F.3d 597, 600 (9th Gr.
1996). It is an equitable doctrine intended to protect
the integrity of the judicial process by preventing a
l[itigant from “playing fast and | oose with the courts.”
Russell v. Rolfs, 893 F.2d 1033, 1037 (9th Cr.1990),
(quoting Rockwell Int’l Corp. v. Hanford Atom c Metal
Trades Council, 851 F.2d 1208, 1210 (9th Cr.1988)),

13 The doctrine of judicial estoppel is a vintage
doctrine whose popularity varies fromcourt to court
nearly as greatly as its contours do. And yet, it is
gai ning renewed currency. The Ninth Crcuit Court of
Appeal s is one of the courts to have infused it with
renewed life and vigor. That court applied judicial
estoppel nost recently to an estate planning case in
Hawaii. * * * [Summer v. Mchelin N Am, Inc., 966 F
Supp. 1567, 1571 (M D. Ala. 1997) (referring to Hel fand
V. Gerson, 105 F.3d 530 (9th Gr. 1997)).]
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cert. denied, 501 U. S 1260, 111 S.C. 2915, 115
L. Ed. 2d 1078 (1991) (internal quotation marks omtted).
“[ Flederal |aw governs the application of judicial
estoppel in federal court.” Rissetto, 94 F.3d at 603.
The Courts of Appeals are divided into what has been
described by the Court of Appeals for the NNnth Crcuit as the

majority and mnority positions.* See Rissetto v. Plunbers &

Steanfitters Local 343, 94 F.3d 597 (9th Cr. 1996). |In Yanez v.

United States, 989 F.2d 323, 326 (9th Gr. 1993) (quoting Mrris
v. California, 966 F.2d 448, 452-453 (9th G r. 1992)), the court

characterized the positions, stating:

“The majority of circuits recogni zing the doctrine hold
that it is inapplicable unless the inconsistent
statenent was actually adopted by the court in the
earlier litigation * * * The mnority view, in
contrast, holds that the doctrine applies even if the
[itigant was unsuccessful in asserting the inconsistent
position, if by his change of position he is playing
‘fast and |l oose’ wth the court.... |In either case,

t he purpose of the doctrine is to protect the integrity
of the judicial process. * * *”

This case is appeal able to the Court of Appeals for the
Ninth Crcuit; as a consequence, we apply the doctrine as

enunci ated by the Court of Appeals for the Ninth Circuit.

14The Court of Appeals for the Tenth Circuit has firnmy
established that it will not be bound by the doctrine of judicial
estoppel. See Rascon v. U . S.W Communi cations, Inc., 143 F. 3d
1324 (10th Cir. 1998); see also the position of the Court of
Appeals for the District of Colunbia Crcuit expressed in United
M ne Workers of Am 1974 Pension v. Pittston Co., 984 F.2d 469,
477 (D.C. Cir. 1993) (noting that this circuit has “not
previ ously enbraced” judicial estoppel).
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In Rissetto v. Plunbers & Steanfitters Local 343, supra at 601

the court stated: “This G rcuit has not yet had occasion to

deci de whether to follow the ‘“majority’ view or the ‘mnority’
view.” (Fn. ref. omtted.) |In that case, like the instant case,
it was unnecessary to decide which viewis correct. The court in
Ri ssetto had to consi der whether the obtaining of a favorable
settlenment in the earlier proceeding would be sufficient to
satisfy the “mgjority view requirenent that the inconsistent
statenent was actually adopted by the court in the earlier
litigation. The court stated:

We are thus confronted wth the question whether
obtaining a favorable settlenent is equivalent to

W nning a judgnent for purposes of applying judicial
estoppel. W answer in the affirmative. |In our view,
the fact that plaintiff prevailed by obtaining a
favorabl e settlenment rather than a judgnent shoul d have
no nore relevance than in the context of civil rights
attorney’s fees awards, i.e., none whatever. See Mher
v. Gagne, 448 U. S. 122, 100 S.Ct. 2570 * * * (1980)
(party who obtains consent decree is “prevailing party”
no | ess than one who obtains a judgnent on the nerits).
[Id. at 604-605; fn. ref. omtted; enphasis added.]

Petitioner obtained a substantial settlenent of the D strict
Court litigation on the basis of the factual assertion that
decedent was entitled to the | egal or beneficial ownership of
56.7 percent of the issued and outstanding capital of PCAB. In
the District Court litigation, decedent had asserted a val ue of
her interest on the basis of full ownership rights. Petitioner’s
expert report filed in the District Court litigation valued her

interest in PCAB at the tinme of the 1987 redenption between
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$7, 144,200 and $9, 185,400. Petitioner’s counsel on brief now
assert contrary positions. Petitioner argues the val ue of
decedent’s beneficial interest is less than $3 mllion, and
decedent had less than a full beneficial ownership.

In Helfand v. Gerson, supra at 535-536, the Court of Appeals

for the Ninth Crcuit recently stated:
The integrity of the judicial process is threatened
when a litigant is permtted to gain an advantage by

t he mani pul ative assertion of inconsistent positions,
factual or |egal.

* * * * * * *

Judi ci al estoppel seeks to prevent the deliberate
mani pul ati on of the courts * * *

Petitioner’s assertion of both full ownership of the PCAB
shares and a value for the shares in excess of the consideration
recei ved by decedent was essential in order for petitioner to
succeed in the District Court litigation. Petitioner’s new
position on brief in the case before us is inconsistent with the
position taken in the District Court.

We cannot in good conscience allow petitioner to benefit
from having clainmed full beneficial ownership in one court and
then to cone to this Court and nmake an inconsistent argunent in
an attenpt to avoid the incidence of gift tax. |If petitioner
received full value for what decedent owned and gave up, decedent
cannot have been entitled to any recovery in the D strict Court

litigation. Petitioner is allowed to have it only one way.
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Wil e petitioner may make argunents in the alternative in a
single litigation, it is not allowed to succeed twice in
different suits on inconsistent factual and |egal assertions. W
hol d that petitioner’s conduct gives rise to circunstances that
demand the application of the doctrine of judicial estoppel. W
therefore hold that petitioner is estopped fromasserting: (1)
Decedent had | ess than a full beneficial interest in the PCAB
shares at the tinme of the redenption, and (2) the shares had a
val ue that was equal to or less than $3 mllion.

Petitioner next argues that the redenption transaction was
not a conpleted gift in 1987 because a breach of fiduciary duty
owed to the decedent occurred and/ or because decedent was
defrauded. Petitioner argues that either or both events entitle
decedent to rescind the transaction. W disagree.

In May 1987, decedent and her son, N kita Maggos, entered
into a transaction designed to mnimze estate taxes and achi eve
decedent’ s testanentary goals. Both decedent and N kita Maggos
were represented by i ndependent and qualified attorneys in the
transaction. N kita was represented by M. Bezman. Decedent’s
attorney at the tinme of the redenption transacti on was Robert

Hte. W found M. Hite to be a credible, truthful, and

Spetitioner filed a notion for summary judgnent in this
Court claimng “that the record shows clearly that Ms. Maggos
[ decedent] was defrauded because she transferred her PCAB shares
for |l ess than adequate consideration”. Estate of Maggos v.
Commi ssioner, T.C Menp. 1997-431.
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disinterested witness. M. Hte testified that the purpose of
the transaction was an “estate freeze”, a legitimte estate

pl anni ng techni que to nove an appreci ati ng asset out of
decedent’s estate.® He further testified that N kita Maggos’
attorney, Victor Brezman, had planned the transaction. M. Hte
did not question the redenption price that decedent and her son,

Ni kita Maggos, had agreed upon because it satisfied decedent’s

M. Hite testified:

Q And do you know who pl anned this transaction?

A It was M. Beznman.

Q And di d anyone describe the reasons for the
transaction?

A Ri ght; he explained that the value of this
Pepsi - Col a bottling conpany was goi ng up, and that they
wanted to stop the value fromgoing up any higher in Ms.
Maggos’ estate, so they wanted to freeze it at the present

val ue.
Q They wanted to freeze it at the present val ue?
A Ri ght .
Q Does a transaction--in the jargon of your trade,
does the--this transaction have a nane?
A Vell, it’s an estate freeze, is what it is, yes.

Q And were you aware of a concept of an estate
freeze prior to this neeting?

A Yes, of course.

Q Did you have any personal reservations about the
legitimacy of an estate freeze?

A No; it's a perfectly legitimte |egal transaction.

Q Are there any paraneters in which the transaction
should fall?

A Well, when you say, “Freeze it at present value,”
obviously the price the transaction is being placed at
shoul d be the fair market value of the property, the present
fair market value of the property.

Q Uh-huh. Was this neeting that occurred in your
of fice a negotiating session?

A No, it wasn’t. It was--they cane in, they said
that they had reached this agreenent with Ms. Maggos, and
that she was going to redeem her stock at the $3 million
figure.
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testamentary plan.? M. Hte testified that decedent “had
prom sed to | eave him [N kita Maggos] the shares when she
died.”*® The conclusion that the redenption transaction was part
of an estate plan is corroborated by the fact that as part of the

redenption transaction plan, N kita Maggos’ and PCAB s attorneys

M. Hite testified:

Q And did Ms. Maggos ever ask you to negotiate with
anyone - -

A No.

Q -- about the price?

A No. She said, “This is what we want to do; this
is what we’'re going to do.”

Q Did you have an understandi ng of why she did not
ask you to negoti ate?

A Well, she was--1 knew of the relationship with her
son, and that she was eventually going to give himthis
stock upon her death, and she and he had worked out a price
that she was satisfied with, and | just felt that | wasn't
bei ng asked to question what they had al ready determ ned,
and | was just to protect her interests, in making sure she
got what she had bargai ned for

Q So you t hought she had negotiated the price before
she got there?

A | did.

Q Was M's. Maggos present during all of your
di scussions with M. Helmand M. Bezman?

A She was.

Q Did she ask any questions?

A Not that | recall. | renenber explaining to her
that this -- this idea of a freeze was a legitinate
transaction, and that it would stop the value of her asset
from goi ng any higher, and that the current -- it would
remain at the current value that it -- that they placed on
It.

Q Did Ms. Maggos seem pl eased with the price?

A She di d.

M. Hite testified:

Q Ckay. And this redenption was part of--cane
to be a central part of Mary's overall estate plan?

A That's correct.
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contacted decedent’s attorney and recomended that decedent
shoul d be convinced to nake a gift to decedent’s daughter in 1987
so that the statute of limtations for assessing gift tax would
start to run. W find that decedent and her son entered into the
redenption transaction to fulfill decedent’s estate pl anning
goals and for no other reasons. Decedent was not concerned with
and did not negotiate or authorize her attorney to negotiate for
the fair market value of her interest in PCAB. The price
received was the price that satisfied decedent’s needs while she
was alive, was the greatest anmount her son believed he coul d pay,
and was the lowest price Nikita s | awers thought could be
defended for gift tax purposes. So long as the transaction could
be defended for Federal gift tax purposes, the fair narket val ue
of the PCAB shares that were redeened was not of material concern
to decedent.

We further find that decedent, after having received
conpet ent i ndependent |egal advice, gave a fully informed consent
to the redenption transaction as an estate planning technique.
On the record before us, given the intended nature of the
redenption transaction, we can find no credi bl e evidence that
woul d support a finding that decedent was defrauded of her
interest in PCAB or that there was any breach of fiduciary duty
by N kita Maggos which was owed to decedent, thus entitling

decedent to rescind the transaction. W therefore reject
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petitioner’s “inconplete gift argunent”, and for the sanme
reasons, we also reject petitioner’s “bad business bargain” or
“uni l ateral m stake” argunents.
Val uati on
Val uation is a question of fact, and the trier of fact nust
wei gh all relevant evidence to draw the appropriate inferences.

See Conmi ssioner v. Scottish Am Inv. Co., 323 U S. 119, 123-125

(1944); Helvering v. National Gocery Co., 304 U S. 282, 294-295

(1938).

Fair market value is defined for Federal estate and gift
tax purposes as the price that a willing buyer would pay a
willing seller, both having reasonabl e know edge of all the
rel evant facts and neither being under conpul sion to buy or to

sell. See United States v. Cartwight, 411 U S. 546, 551 (1973)

(citing sec. 20.2031-1(b), Estate Tax Regs.); see al so Snyder v.

Comm ssioner, 93 T.C. 529, 539 (1989). The willing buyer and the
willing seller are hypothetical persons, rather than specific

i ndividuals or entities, and the individual characteristics of

t hese hypot hetical persons are not necessarily the sane as the

i ndi vi dual characteristics of the actual seller or the actual

buyer. See Estate of Curry v. United States, 706 F.2d 1424,

1428-1429, 1431 (7th Cr. 1983); Estate of Bright v. United

States, 658 F.2d 999, 1005-1006 (5th Cr. 1981); Estate of

Newhouse v. Commi ssioner, 94 T.C 193, 218 (1990); see also
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Estate of WAtts v. Conm ssioner, 823 F.2d 483, 486 (11th Cr.

1987), affg. T.C. Meno. 1985-595. The hypothetical willing buyer
and willing seller are presuned to be dedicated to achieving the

maxi mum econom ¢ advantage. See Estate of Curry v. United

States, supra at 1428; Estate of Newhouse v. Conm SSi oner, supra

at 218. This advantage nust be achieved in the context of market
and econonmic conditions at the valuation date. See Estate of

Newhouse v. Conm ssi oner, supra at 218.

For Federal gift tax purposes, the fair market value of the
subj ect property is determned as of the date of the gift.
Ordinarily, no consideration will be given to any subsequent
event that may have affected the value of the subject property on
sone |ater date if the event was unforeseeable at the tinme of the
gift. See sec. 2512(a); sec. 20.2031-1(b), Estate Tax Regs.; see

also First Natl. Bank v. United States, 763 F.2d 891, 893-894

(7th Cr. 1985); Estate of Newhouse v. Conmm Ssioner, supra at

218; Estate of Glford v. Comm ssioner, 88 T.C. 38, 52 (1987).

Expert Testi nony

Both parties rely primarily on expert opinion evidence to
support their contrary valuation positions. W evaluate the
opi ni ons of experts in light of the denonstrated qualifications
of each expert and all other evidence in the record. See

Anderson v. Conmi ssioner, 250 F.2d 242 (5th Cr. 1957), affg. in

part and remanding in part on another ground T.C Meno. 1956-178;
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Parker v. Conm ssioner, 86 T.C. 547, 561 (1986). W have broad

di scretion to evaluate the overall cogency of each expert’s

anal ysis. See Sammons v. Comm ssioner, 838 F.2d 330, 334 (9th

Cr. 1988), affg. in part and reversing in part T.C. Meno. 1986-
318. We are not bound by the fornulas and opi nions proffered by
an expert witness and wll accept or reject expert testinony in

the exercise of sound judgnent. See Helvering v. National

G ocery Co., supra at 295; Anderson v. Conmi ssioner, supra at

249. W may reach a determ nation of val ue based on our own
exam nation of the evidence in the record. See Lukens v.

Conmm ssioner, 945 F.2d 92, 96 (5th Cr. 1991) (citing Silvermn

v. Comm ssioner, 538 F.2d 927, 933 (2d CGr. 1976), affg. T.C

Meno. 1974-285). \Were experts offer divergent estimates of fair
mar ket val ue, we decide what weight to give these estinmates by
exam ning the factors they used in arriving at their conclusions.

See Casey v. Conmmi ssioner, 38 T.C 357, 381 (1962). W have

broad discretion in selecting valuation nethods. See Estate of

O Connell v. Conmm ssioner, 640 F.2d 249, 251 (9th Gr. 1981),

affg. on this issue and revg. in part T.C. Meno. 1978-191.
Mor eover, while we may accept the opinion of an expert in its

entirety, see Buffalo Tool & Die Manufacturing Co. v.

Commi ssioner, 74 T.C 441, 452 (1980), we may be selective in the

use of any part of such opinion, or reject the opinioninits

entirety, see Parker v. Conm ssioner, supra at 561. Finally,
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because val uation necessarily results in an approxi mation, the
figure at which this Court arrives need not be one as to which
there is specific testinony if it is within the range of val ues
that nmay properly be arrived at from consideration of all the

evidence. See Silverman v. Conm ssioner, supra at 933; Alvary v.

United States, 302 F.2d 790, 795 (2d Cir. 1962).

Respondent’s Expert

Respondent enpl oyed the services of Business Val uation
Services, Inc. (BVS), to value 567 shares of the commobn stock of
PCAB as of May 1, 1987. David N. Fuller, a principal of BVS,
gave testinony at the trial. M. Fuller has an MB. A degree in
finance from Sout hern Methodi st University, and is an accredited
seni or apprai ser as designated by the American Socy. of
Appr ai sers and a Chartered Financi al Anal yst.

The BVS report concluded that the fair market val ue of 567
shares of the common stock of PCAB on May 1, 1987, was
$7,938,000. This conclusion is based on 100 percent of the
common stock of PCAB having a value of $14 million. To arrive at
this conclusion, BVS prepared several separate anal yses. BVS
prepared a di scounted cash-flow, a guideline conpany, a market
transaction, and an acquisition analysis. Each is discussed

bel ow.



Di scount ed Cash-Fl ow Anal ysi s

In the discounted cash-flow (DCF) anal ysis, the present
val ue of a conpany’s projected annual cash-flows over the
forecast period is added to the present value of a conpany’s
resi dual value and the val ue of a conpany’ s nonoperating assets
to arrive at the present value of a conpany. A DCF anal ysis
contains an inherent difficulty when used for a conpany that has
a significant residual val ue because to determ ne the present
val ue of a conpany, the DCF analysis requires an estimate of what
a conpany will be worth at the end of the forecast period
(residual value). PCAB s estimated residual value was neither
m ni mal nor easily calculated. The BVS report assunes that in 10
years PCAB will be worth 12.5 tinmes net earnings.

In closely held smal|l conpanies, the use of a DCF anal ysi s
is al so suspect when the discount rate is calculated by a
wei ght ed average cost of capital (WACC) determ nation. Such
determ nations often include a determ nation of the cost of
capital using the “capital asset pricing nodel” (CAPM. This
Court has recently observed:

We do not believe that CAPM and WACC are the

proper analytical tools to value a small, closely held

corporation with little possibility of going public.

CAPM is a financial nodel intended to explain the

behavi or of publicly traded securities that has been

subj ected to enpirical validation using only historical

data of the two largest U S. stock markets. * * *
[ FEurman v. Conm ssioner, T.C Meno. 1998-157. ]
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The BVS report uses a WACC determ nation including a CAPM

determ nation in arriving at an appropriate discount rate. 1In
maki ng t he CAPM determ nation, BVS assigned a beta!® of 0.76 as
conpared to the market’s nornmal rate of 1.0. This resulted in a
determ nation of the cost of equity capital being 14.2 percent in
t he CAPM conputation. W are not persuaded that the guideline
conpani es used in the BVS report to determne beta in this case
were appropriate. None of the conpanies selected were shown to
have had operations that were substantially simlar to PCAB. Nor
are we persuaded that PCAB shoul d be assigned a snmaller beta than
t he gui deli ne conpani es assum ng that they were appropriate. |If
a beta of 1.0 were assigned, volatility equal to market, the cost
of equity capital would have been 16 percent rather than the 14.2
percent used in the BVS study. W are al so unpersuaded that the
BVS study sel ected an appropriate rate for debt in the WACC

determ nation. BVS selected 10.5 percent as the pretax cost of

Beta, a neasure of systematic risk, is a function of the
rel ati onship between the return on an individual
security and the return on the nmarket as a whol e.

Pratt et al. * * * [Valuing a Business (3d ed. 1996)] *
* * at 166. Betas of public conpanies are frequently
publ i shed, or can be cal cul ated based on price and
earnings data. Because the cal cul ation of beta
requires historical pricing data, beta can not be
calculated for stock in a closely held corporation.

The inability to calculate beta is a significant
shortcomng in the use of CAPMto value a closely held
corporation; this shortcomng is nost accurately

resol ved by using the betas of conparable public
conpanies. * * * [Furman v. Conm ssioner, T.C Meno.
1998-157; fn. ref. omtted.]
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debt. Absent any justification why a hypothetical buyer could
obtain a debt rate |l ess than 2 percent above the Governnent bond
rate, we see no reason to accept such a low rate as being
appropriate.? The selection of what we consider to be an
artificially low rate depresses the WACC det erm nati on.

The BVS study adopted the CAPM determ nation as appropriate
for determning the weighted cost of capital. BVS discarded a
constant growth of earnings analysis that yielded an estimate of
18. 8 percent because of its “inherent weakness, as conpared to
t he CAPM net hodol ogy”. In noting BVS s failure to include or
convincingly explain why a small conpany risk prem um shoul d be
excluded fromits calculation petitioner’s expert, K W MG aw,
testified that an appropriate discount rate would be in the range
of “17 and a half percent, at least”. Having considered all the
evi dence before us on this point, we have determ ned that an
appropriate discount rate would be approximately 17 percent
rather than the 12 percent used in the BVS report or the 22.24-
percent rate used in petitioner’s expert report prepared by

Wl anmette Managenent Associ ates. ?!

20The 10.5-percent rate appears to be based on the
assunption that a hypothetical buyer would obtain Baa-rated debt
financi ng; however, insufficient justification for this
assunption has been provided.

21See di scussion of the WIlanette Managenent Associ ates
report infra pp. 41-42.
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In addition to the adjustnent necessary for the discount
rate, we are not persuaded that other assunptions nmade in the BVS
cash-flow anal ysis are warranted. The BVS anal ysis incorporates
an anount, by way of an add-back item for anortization of
i ntangi bles. The report assunes that a purchaser of the 56.7-
percent share hol ding woul d be allowed to nake a section 338
el ection and, as a consequence, would be able to anortize the
franchi se agreenent under section 1253. There are a variety of
reasons we find this assunption unwarranted, the nost conpelling
of which is that a purchaser of 56.7 percent of a conpany woul d
not make a “qualified stock purchase”?? as required by section

338, and therefore the postul ated el ecti on woul d not be

22G5ec. 338(d)(3) provides:

(3) Qualified stock purchase.--The term “qualified
st ock purchase” neans any transaction or series of
transactions in which stock (neeting the requirenents
of section 1504(a)(2)) of 1 corporation is acquired by
anot her corporation by purchase during the 12-nonth
acqui sition period.

Sec. 1504(a)(2) provides:

(2) 80-percent voting and val ue test.--The
ownership of stock of any corporation neets the
requi renents of this paragraph if it-—-

(A) possesses at |east 80 percent of the
total voting power of the stock of such
corporation, and

(B) has a value equal to at |east 80 percent
of the total value of the stock of such
cor poration.
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avai l able. As a consequence, the anpbunt added back into the
cash-flows for anortization nust be subtracted fromthe
cal cul ati on.

We find that an additional adjustnent is warranted in the
determ nation of the value of the nonoperating assets that are
added to the value of the operating business to achieve the val ue
of PCAB. The BVS report adds back, inter alia, the follow ng
assets: Cash over $100,000 having a fair market val ue of
$366, 774 and deferred charges having a fair market val ue of
$243,031. We find no basis for this treatnent.

The cash in excess of $100, 000 held by PCAB and the deferred
charges are, in our opinion, operating assets. The bal ance
sheets for the 3 years preceding the valuation date all show cash
on hand substantially in excess of $100,000. M. Robert
Shircliff, a witness with consi derabl e experience with Pepsi-Cola
bottlers, testified that the rule of thunb for bottling plants is
that they need working capital of 40 cents per case sold. M.

Ri chard Lawence, a vice president of Pepsi-Cola Co., also
testified that as a general rule Pepsi-Cola bottlers required
wor ki ng capital of 40 cents per case. In 1986, PCAB sold

1,884,051 cases. Using this rule of thunb, PCAB would require
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wor ki ng capital of $753,620,2 well in excess of the $665, 815
shown on the 1986 bal ance sheet.

BVS determ ned from PCAB's records that PCAB held notes from
Ni kita Maggos in the approxi mate anount of $1,328,110.2¢ A
hypot heti cal purchaser of 56.7 percent of the shares of PCAB from
a hypothetical seller would have relied on PCAB s financi al
statenents to determ ne PCAB' s assets. Neither a hypothetica
purchaser nor a seller would have any reason to cause PCAB to
di scharge N kita Maggos’ debt. A hypothetical purchaser of 56.7
percent of the shares of PCAB woul d have been in control and
woul d have logically insisted on repaynent of N kita Maggos’
notes. 1In the instant case, we think the appropriate treatnent
of the sharehol der notes, for valuation purposes, is to treat
them consistently with the business records of PCAB as
nonoper ati ng assets.

BVS discounted cash-flow anal ysis, after making the

adj ustnents detail ed above, would result in a value for 100

Z“Working capital” in this context is defined as the sum of
cash on hand, receivables, inventory, and other current assets
| ess accounts payable and other current liabilities.

24Thi s nunber is derived by averagi ng the notes outstanding
on Cct. 31, 1986 (%1, 054, 138), and the notes outstanding on Cct.
31, 1987 (%$1,602,082). The “Current Market |ndicator
Eval uation”, which was prepared by Shircliff contenporaneously
with the redenption transaction, shows notes receivable from
st ockhol ders as being approxi mately $1, 300, 000. W note that
Coopers & Lybrand, petitioner’s expert in the District Court
litigation, valued the notes at $1,054,138 inits report.
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percent of PCAB of approximately $8, 600,000 and result in a val ue
for a 56.7-percent interest of approximately $4, 900, 000.

Qi del i ne Conpany Anal ysis and Market Transacti on Anal ysis

BVS performed a gui deline conpany anal ysis and concl uded
“that the fair market value of the comon stock in PCAB, as of
May 1, 1987, on a mnority interest basis, can be reasonably
represented as: $14,536,000". Two of the conpanies sel ected,
Pepsi-Cola, Inc., and Coca-Cola Co., are so dissimlar in both
size and operations?® to PCAB that we doubt the conparisons are
meani ngful .  The other two gui deline conpanies were al so
significantly |l arger, having market capitalizations of $518.3
mllion and $4.2 billion. In addition to the |arge discrepancy
in size, we are not persuaded that the remaini ng guideline
conpani es’ bottling operations are simlar to PCAB s operations
whi ch involve a very high percentage, approximately 75 percent,
of resale of product bottled el sewhere. For these reasons, we do
not accept BVS guideline conpany analysis as reflecting the
mar ket val ue of PCAB shar es.

BVS al so perforned a nmarket transaction anal ysis that
i solated financial data from 16 acquisitions of bottling
conpanies ranging in size from$14.9 mllion to $1.4 billion in

mar ket capital. The report gives no indication whether any of

2Ri chard Law ence, a vice president of Pepsi-Cola Co.,
testified that Pepsi-Cola, Inc., and Coca-Cola Co. were in a
“di fferent business” than PCAB
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t he conpani es used for conpari son had operating characteristics
like PCAB's. PCAB' s operations involved the sale of a very high
per cent age of product bottled el sewhere. W are not convinced
that this is typical of other bottlers. Consequently, we find
the market transaction analysis to be unpersuasive.

Acqui sition Analysis

BVS reviewed the sale of PCAB 2 years subsequent to the
val uation date to provide evidence of value. The 1989 sale price
for 100 percent of PCAB was $13,900,000. This price is the
unadj usted base price called for in the contract for sale.
Petitioner argues that a nore appropriate amunt woul d be
$12, 436, 085, which is the amobunt specified in a subsequent
cl osi ng agreenent between N kita Maggos and respondent as the
price obtained for the stock. The BVS report states that due to
the period of time between the valuation date and the 1989 sal e
“we placed no weight on this analysis, but present the
information to provide additional information by which to
eval uate the accuracy of our conclusions.”

Petitioner’'s Expert

Petitioner enployed the services of Corporate Financial
Consultants (CFC). CFC al so val ued 567 shares of the common
stock of PCAB as of May 1, 1987. M. Kenneth McGaw, a principal

of CFC, is the author of the CFC report and testified at trial.
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M. MGaw holds a degree in chem stry from Johns Hopki ns
University and an M B. A. from Harvard.

The CFC report concluded that the fair market value of 56.7
percent of PCAB s stock as of May 1, 1987, was $2,691,458. This
conclusion is based on the whole enterprise value of PCAB being
$6, 329, 120 and appl ying a di scount of 25 percent for |ack of
mar ketability of the 56.7-percent bl ock of stock being val ued.
CFC used a capitalization of cash-flows as the primary val uation
measur e.

CFC al so perfornmed a reasonabl eness test using a guideline
(conpar ative) conpany approach. Their report states: “This
approach, however, was not used as a prinmary neasure due to the
fact that there were no public conpani es conparabl e enough to use
as reliable indicators of value for a small, atypical Pepsi
bottler like PCAB.” CFC also did not use a discounted cash-fl ow
approach “because of difficulties in forecasting future revenues
and earnings, given significant changes in margi ns and earni ngs
in the years preceding the Valuation Date.”

CFC also rejected the use of multiples based on the then-
current sales of other franchises or dollar-per-case val uations.
CFC cited PCAB' s small size and heavy reliance on purchasing
products from ot her suppliers (about 75 percent of sales) as

reasons to consider PCAB as atypical fromother bottlers.
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In cal culating the value of the operating business, CFC
found the conpensation paid to N kita Maggos to be reasonabl e and
therefore nmade no adjustnent to the conpany’s cash-flows in that
regard. Respondent’s expert noted that a new owner of 56.7
percent of PCAB would be entitled to review and set the
conpensation of the executives. W agree with that proposition.
Respondent’ s expert estimated that an appropriate |evel of
conpensation for the position held by Ni kita Maggos would be in
the vicinity of $100,000 per year.? Based on PCAB s size,
revenue, profits, and dividend history, we agree that this anmount
is nore reasonable than N kita Maggos’ salary of over $250, 000.

A mgjority ower of PCAB stock, other than Nikita s nother, would
not likely approve of Nikita's salary level. As a consequence,
we have adjusted the cash-flowin CFC s calculation to account
for this fact.

Addi tionally, we have adjusted the CFC s cal cul ati on of the
val ue of the nonoperating assets in the sane manner as was done
in the discounted cash-fl ow anal ysis of respondent’s expert and
for the sanme reasons. The result of the adjustnents yields a
val ue for 100 percent of PCAB of approximately $8, 600, 000 and of
$4, 900, 000 for 56.7 percent.

2petitioner’s anended conplaint in the District Court
litigation alleged that N kita Maggos, an officer and director of
PCAB, caused PCAB to pay to hima salary which was excessive and
not reasonabl e.
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Val ue of 56.7 Percent of PCAB Shares (Aggreqgated Mnority

Basi s) ?’

After making the appropriate adjustnents, detail ed above,

BVS discounted cash-flow analysis and CFC s capitalization of
cash-fl ows anal ysis produce a very narrow range of values. As
stated above, the value of 100 percent of PCAB is approximtely
$8, 600, 000. The correspondi ng value for a 56.7-percent interest
is approxi mately $4,900,000. W therefore find $4, 900,000 to be
the best estimation of the value of 56.7 percent on an aggregated
mnority basis.
Qur conclusion is also generally supported by nore
cont enpor aneous eval uations that were nade by Robert Shircliff.
On brief petitioner states:
Bet ween 1983 and 1989, there were three occasions on
whi ch the parties retained neither by Petitioner nor
Respondent attenpted to place a value on PCAB: the 1983
Shircliff Report; the Wrksheet prepared by Shircliff
in 1987; and Pepsi-Metro' s 1989 purchase of 100% of the
stock of PCAB. Unlike the various valuation experts
retained by parties for litigation purposes for this
preceding and the District Court Litigation, the person
perform ng these val uations had no advocacy role. Each
had every reason to get the nunber right.
The 1983 Shircliff report val ued the operating busi ness at
$6, 438, 000. Petitioner’s expert calculated an adjustnent to the

1983 Shircliff report “to reflect growth in net sal es between

2I\W6 use the term “aggregated mnority basis” to nean the
val ue of the conpany as a whole multiplied by the rel evant
per cent age of ownership.
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1982 and 1986".2% Assuming that growth rate (28.2 percent), the
val ue of the operating business woul d be approxi mately

$8, 250, 000. Using the same figure for nonoperating assets as
used to adjust the DCF and capitalization of cash-flows anal ysis
above results in a total value of approximately $11 million and
$6.2 mllion for a 56.7-percent interest.

[lliquidity D scount (Marketability Di scount)

A di scount may be appropriate to reflect illiquidity or
costs of marketing involved in the disposition of an interest in
a small closely held private conpany. See, e.g., Estate of

Sinplot v. Conmi ssioner, 112 T.C. 130 (1999); Estate of Mellinger

v. Comm ssioner, 112 T.C. 26 (1999); Davis v. Conm ssioner, 110

T.C. 530 (1998); Estate of Jung v. Comm ssioner, T.C. Meno. 1990-

5. The parties’ experts disagree about the appropriateness of
the application of a discount to the aggregate mnority val ue of
the 56. 7-percent bl ock being valued. Respondent again relies on
the testinony of Robert Fuller and the report prepared by BVS.
BVS, inits original report and in a supplenental report,

concl udes that no discount for marketability or illiquidity is
appropriate. Petitioner relies, in part, on CFC s anal ysis,

whi ch concl udes that a 25-percent “marketability discount” would

be appropriate. Petitioner also relies on a report prepared by

2pPetitioner’s expert opines that growth rate utilized
probably overstates the value of PCAB s operating business in
1987.
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Wl anmette Managenent Associates (WIlanette) and the testinony
of Robert F. Reilly, the managing director of that firm?2® The
Wl lanmette report concludes that a 30-percent “illiquidity
di scount” woul d be appropriate.

We found the testinmony of M. Reilly and M. MG aw to be
persuasive with respect to the propriety of an illiquidity
di scount and their reports in this matter to be well reasoned.
The facts that PCAB was a snmall famly conpany and the shares in
t he conpany could not be sold wi thout the approval of Pepsi-Col a,
Inc., favor the conclusion that some discount is appropriate.?
After carefully considering all the rel evant evidence, including
the expert reports and testinony, we consider an illiquidity
di scount of 25 percent to be appropriate.

Control Prem um

As a general proposition, control is an elenent to be taken
into account for purposes of determning the fair market val ue of

corporate stock, over and above the value that is attributable to

M. Reilly, anong his other qualifications, has an MB. A
degree in finance from Col unbia University G aduate School of
Busi ness. He is an accredited senior appraiser as designated by
the American Socy. of Appraisers, a Chartered Fi nancial Analyst,
a CP.A, and he has coauthored a book entitled “Val uing a
Busi ness”.

%A | ack of marketability discount was applied in a simlar
circunstance in Estate of Oman v. Conm ssioner, T.C Meno. 1987-
71 (noting that it would be difficult to sell 75.6 percent of the
stock in a famly conpany to an outsider, particularly with
decedent’ s sons remai ning active in the business, which justified
the application of a marketability discount).
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the corporation’s underlying assets using traditional valuation

met hodol ogies. See Philip Murris, Inc. & Consol. Sub. v.

Commi ssioner, 96 T.C. 606, 628 (1991), affd. 970 F.2d 897 (2d

Cr. 1992). The sale of a 56.7-percent block of shares in PCAB
woul d deliver effective operational control to a purchaser and
woul d need to be considered as one of the factors affecting

val ue. See Estate of Chenoweth v. Comm ssioner, 88 T.C. 1577

(1987). Wiile 56.7 percent of the shares would not command t ot al
control of PCAB, it would give the purchaser operational control
In other cases, we have found a control prem um should be applied

in these circunstances. See also id.; Estate of Feldmar v.

Conmi ssioner, T.C. Menp. 1988-429; Estate of Oran V.

Conmi ssioner, T.C. Menp. 1987-71. As we stated in Estate of

Sal sbury v. Commi ssioner, T.C Mno. 1975-333:

The paynent of a premiumfor control is based on the
principle that the per share value of mnority
interests is |less than the per share value of a
controlling interest. A premumfor control is
general ly expressed as the percentage by which the
anount paid for a controlling block of shares exceeds

t he anobunt whi ch woul d have ot herwi se been paid for the
shares if sold as mnority interests * * * [Ctation
omtted.]

Petitioner’s expert, M. Reilly, opined that the proper
control transfer premumwas in the range from 34 to 38 percent.
M. Reilly' s report indicates he formed his opinion by
cal cul ating the average control price premumpaid in the

beverage i ndustry over the years from 1982 to 1986. M. Reilly



- 44 -

finds the “average control price prem umwas 35.84 percent”. In
his report, M. Reilly then argues that the mnority sharehol der
woul d have to consent to any sale, and therefore the control
prem um shoul d be turned into a discount because the mgjority
shar ehol der woul d need to pay the mnority sharehol der to get
that consent. W find this reasoning unsupported by authority
and unpersuasive, especially in light of the fact that we
factored potential problenms with the mnority sharehol der into
our determnation of an appropriate illiquidity discount.

The transfer of 56.7 percent of the shares would al |l ow day-
to-day control to the purchaser. Considering the |evel of
control transferred, we find that a control prem um of 25
percent, rather than 34 to 38 percent that petitioner’s expert
cal cul ated, would be nore appropriate.

The application of both a | ack of marketability or
illiquidity discount and a control prem um has been found to be

appropriate in other cases. See, e.g., Hutchens Non-Mrital

Trust v. Comm ssioner, T.C Meno. 1993-600 (10 percent

mar ketabi l ity di scount and 35 percent control premum; Estate of

Oman v. Conm ssioner, supra (20 percent nmarketability di scount

and 20 percent control premunm). The application of the control
prem um and the marketability discount is offsetting in this

case.



Property Recei ved

In return for her 567 shares of PCAB, decedent received a $3
mllion promssory note from PCAB. Respondent determ ned that
t he promi ssory note had a value of $3 mllion. The value of the
prom ssory note i s uncontested.
Concl usi on

Pursuant to the stock redenption on May 1, 1987, decedent
transferred 567 shares of PCAB stock having a fair market val ue
of $4.9 million and received property worth $3 mllion. As a
result of this redenption, N kita Maggos becane the sole
shar ehol der of PCAB. The val ue received by Ni kita Maggos as a
result of the redenption of 567 PCAB shares on May 1, 1987, was
$1.9 million. Decedent made a taxable gift of $1.9 mllion to

her son N kita Maggos when PCAB redeened her interest in the

conpany.

Deci sion will be entered

under Rul e 155.




